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Notice to Readers
This Audit Risk Alert is intended to provide auditors with an
overview of recent economic, technical, and professional developments related to the real estate industry that may affect the audits
they perform.
This publication is an Other Auditing Publication as defined in
Statement on Auditing Standards (SAS) No. 95, Generally
Accepted Auditing Standards (AICPA, Professional Standards,
vol. 1, AU sec. 150). Other Auditing Publications have no
authoritative status; however, they may help the auditor understand and apply SASs.
If an auditor applies the auditing guidance included in an Other
Auditing Publication, he or she should be satisfied that, in his or
her judgment, it is both appropriate and relevant to the circumstances of his or her audit. The auditing guidance in this document has been reviewed by the AICPA Audit and Attest
Standards staff and published by the AICPA and is presumed to
be appropriate. This document has not been approved, disapproved, or otherwise acted on by a senior technical committee of
the AICPA.
Written by J. Russell Madray, CPA
Edited by Accounting and Auditing Publications Staff

Copyright © 2003 by
American Institute of Certified Public Accountants, Inc.
New York, NY 10036-8775
All rights reserved. For information about the procedure for requesting
permission to make copies of any part of this work, please call the AICPA
Copyright Permissions Hotline at (201) 938-3245. A Permissions Request Form
for e-mailing requests is available at www.aicpa.org by clicking on the copyright
notice on any page. Otherwise, requests should be written and mailed to the
Permissions Department, AICPA, Harborside Financial Center, 201 Plaza Three,
Jersey City, NJ 07311-3881.
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Real Estate Industry Developments—2003/04

How This Alert Can Help You
This Audit Risk Alert can help you plan and perform your real
estate industry audits. The knowledge delivered by this Alert can
provide assistance in achieving a more robust understanding of
the business and economic environment in which your clients
operate. This Alert is an important tool in helping you identify
the significant risks that may result in the material misstatement
of the financial statements. Also, this Alert delivers information
about emerging practice issues and information about current
accounting, auditing, and regulatory developments.
If you understand what is happening in the real estate industry,
and if you can interpret and add value to that information, you
will be able to offer valuable service and advice to your clients.
This Alert can assist you in making considerable strides in
gaining that industry knowledge and understanding it.
This Alert is intended to be used in conjunction with the AICPA
general Audit Risk Alert—2003/04 (product no. 022334kk).

Industry and Economic Developments
The U.S. Economy

The economy may at last be pulling out of a three-year slump
that began with a bursting stock market bubble and was intensified by recession, terrorist attacks, corporate scandals, and war.
Analysts hope that spotty signals of a rebound will intensify into
a convincing set of statistics that will show the economy is indeed
picking up.
A further boost to the economy is expected to come from the new
$330 billon tax cut package passed in May, which should fatten
1
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paychecks and includes the $400 per child increase in the child
tax credit. However, for the economy to mount a sustainable
rebound, Americans will need to turn around and spend that
money. Most economists believe that will happen, giving a good
boost to retail sales in the coming months.
In addition, one of the biggest remaining obstacles to economic
recovery is fading as industries are finally starting to whittle down
damaging overcapacity. For the last three years, the U.S. economy
has been hobbled by too much supply, but that is beginning to
change. Demand is picking up throughout the economy, and
companies aren’t increasing capacity to fill that demand. As a
result, the imbalance is receding. Although capital spending by
business has fallen a sharp 11 percent in the past three years, it
started at such a high level that capacity has continued to grow,
and oversupply has burdened the economy. Many investments,
such as office buildings, have long lead times and come to market
even when they are no longer needed.
Still, the sluggish job market has been a drag on the economy.
The rising level of unemployment (the highest rate in nine
years) and sentiment that a turnaround in labor market
conditions is not around the corner will continue to weigh on
consumer confidence.
The Sarbanes-Oxley Act

The corporate governance and accounting oversight bill signed
into law by President Bush in late July 2002 will have major
consequences for executives, accountants, shareholders, and
regulators. The Act created the Public Company Accounting
Oversight Board (PCAOB) to oversee the audit of public companies that are subject to the securities laws of the Securities and
Exchange Commission (SEC), beefed up penalties for corporate
wrongdoers, forced faster and more extensive financial disclosure,
and created avenues of recourse for aggrieved shareholders.
A more complete summary of the Act is available on the AICPA
Web site at www.aicpa.org/info/sarbanes_oxley_summary.htm

2
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and in the AICPA general Audit Risk Alert—2003/04 (product
no. 022334kk).
General Industry Trends and Conditions

As mentioned earlier, the capacity glut in the economy has begun
to recede. But in real estate, it is difficult to remove capacity
because expansion plans require such long lead times. Fluctuations in vacancy rates are generally caused by changes in supply,
which often keeps on growing after demand has slowed. Demand
generally increases year-to-year, although at a varying rate.
Real estate developers kept close control over supply in the 1990s
by aligning construction with demand. But when the economy
turned south in 2001, demand for office space shrank for the first
time in memory, and it continued to do so in 2002. Meanwhile,
supply continued to grow—and vacancy rates soared, hitting
17.6 percent in the second quarter of 2003, just short of its 18
percent peak in 1991.
But the situation is stabilizing. Builders continue to add space,
but a thinning pipeline of projects means new supply will slow to
15 million square feet next year, the lowest since 1996. Demand
also turned positive in the second quarter, partly because tenants
sublet so much unneeded space in recent years that they have
little spare room in which to expand as their business picks up
again. However, rents are still falling.
With the notable exception of housing, many sectors of real
estate remain lackluster in terms of development opportunities,
according to the Urban Land Institute’s (ULI) mid-year Real
Estate Forecast.
With real estate performance lagging behind the economic
rebound, the forecast predicts that the real estate industry as a whole
will be only moderately profitable through 2004, with strongest
profits likely to be experienced by financial service firms and institutional investors, followed by residential or resort developers, private
real estate operating companies and developers, and real estate
service firms. Public real estate operating companies and real estate
investment trusts ranked lowest in terms of profits.
3
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In addition to forces in the general economy, other forces will continue to reshape the real estate industry, including the following:
• Globalization. Through consolidation and expansion, real
estate companies are becoming international enterprises.
Numerous opportunities for global expansion exist outside
the United States, particularly in Europe and Asia.
However, U.S. companies that expand overseas must be
savvy about local conditions and must carefully assess the
risks of doing business in an unfamiliar environment.
• Larger real estate companies. Traditionally, real estate
companies tended to be privately held, entrepreneurial
enterprises. This continues to change. Today, there are
more than 150 public real estate companies. Standard &
Poor’s has added several real estate investment trusts
(REITs) to its indexes. In addition, primarily through
mergers and acquisitions, larger real estate companies are
continuing to emerge.
Larger public companies have different operating characteristics than smaller private companies. For example,
larger public companies may have more comprehensive
internal controls (including internal audit departments)
and more sophisticated information technology (IT) to
help them manage their real estate assets.
• Technology. Technology has played and will continue to
play a significant role in reshaping the industry. The
Internet has greatly enhanced the marketing of commercial
property and facilitated the exchange of information about
underlying industry conditions. The result has been a significant decrease in the time available to make real-estaterelated decisions. In what had previously been a relatively
slow-moving industry, the speed and availability of information made possible by new technology have increased
the pace at which real estate business is conducted.
As a result of these recent trends, the real estate industry will
endure significant and lasting change. The exact nature of these
4
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changes is still largely unknown; more time is needed to observe
and analyze the interaction of these dynamics.
Industry Segment Conditions

Office Market Conditions
Although some local markets saw a slight improvement in
demand over the first quarter of 2003, the overall office market
remains in the doldrums. U.S. office vacancy rates edged up to
16.5 percent in the second quarter from 16.3 percent in the first
quarter—the highest rate since the previous recession of the early
1990s. The rate at which office space is emptying has nearly
doubled since 2001.
With the sharp decline in the high-tech sector jobs and businesses, two of the hardest hit commercial real estate markets have
been the San Francisco and San Jose metropolitan areas. But the
continued softness in manufacturing activity, which has spread to
many service industries, led to substantial office vacancies in
some unsuspecting areas. In the second quarter, cities such as
Columbus, Kansas City, Dallas, Atlanta, and Detroit posted
vacancy rates above 20 percent.
A return to negative absorption rates in the first quarter—where
the amount of vacated offices exceeded the amount of newly
leased space—will likely drive up office vacancy rates through the
fourth quarter of 2003, peaking close to 17 percent. Consequently,
industry analysts do not expect new office construction to turn
around until the second half of 2004. Should the employment
picture continue to deteriorate, though, this rebound would be
delayed until 2005.
Industrial Market Conditions
The industrial market is living up to its reputation for stability
during tough economic times. Landlords watched nervously as
the vacancy rate, after bottoming at 6 percent in 2000, rose to 8.9
percent in early 2002. But then the market stabilized, and the
vacancy rate fluctuated around 9 percent for the remainder of the
year, well below its peak of 13.7 percent following the last
5
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recession. AMB Property Corporation’s Industrial Absorption
Indicator (IAI) forecasts flat absorption through year end.
Currently, stronger numbers from the Institute of Supply
Management’s (ISM) index of manufacturing activity imply that
industrial production—and as a result, demand for industrial
space—could show significant improvement in the first quarter
of 2004. Such an improvement would be consistent with several
in-place fundamentals: strong fiscal and monetary policy,
strengthening regional Fed surveys, virtually nonexistent
inflation, and signs of growing levels of consumer confidence,
corporate profits and business investment. Importantly for
industrial space absorption, inventories are at historically, and
unsustainably, low levels.
The industrial market is usually the first to recover because (1) it
does not get as overbuilt as the office market and (2) demand for
space does not depend upon job growth. Demand for industrial
space hinges on a number of variables related to manufacturing
including inventories, durable goods orders, production, wholesale trade and retail sales. The bad news is that manufacturing has
been lagging since the summer of 2000, and it continues to struggle.
This suggests that the industrial market, while not deteriorating
much further, is unlikely to begin a sustained recovery before late
this year or early 2004.
Retail Market Conditions
Retail remains the strongest market sector. The retail industry
continues to show signs of improvement as current business
conditions strengthened in July, while the six-month-ahead sales
outlook improved even more. According to the latest NRF-BTM
Executive Opinion Survey, a monthly index by the National
Retail Federation (NRF) and the Bank of Tokyo Mitsubishi Ltd.
(BTM), the Retail Sector Performance Index (RSPI) for July rose
to 55.4 percent, its highest level since the survey’s inception in
September 2002.
But growth in consumer spending has become anemic, and if
Americans continue to fret about possible job losses, retail sales

6
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could become negative—taking out marginal tenants and pushing poorer performing shopping centers into distress.
Residential Market Conditions
According to Chicago-based Bank One Corporation, some cooling in the housing market is inevitable following record sales in
2001 and 2002, but home sales and prices aren’t expected to drop
off sharply, as they did after the “bubbles” of the late 1980s and
early 1990s.
The volume of home sales this year will be stronger than
expected, according to the National Association of Realtors
(NAR). David Lereah, NAR’s chief economist, says that historically, low mortgage interest rates are the primary factor. Lower
than expected mortgage interest rates have brought more buyers
into the housing market, offsetting sluggish economic growth
and weakness in the labor markets.
Home sales will continue to boost the economy as it takes homeowners about 18 months to remodel and furnish the homes they
have just bought. And analysts expect a flurry of sales once interest
rates begin to climb, as many fence-sitters are waiting until
they’re sure rates have hit bottom. The NAR’s David Lereah
expects mortgage interest rates to rise slowly to the range of 5.7
percent for a 30-year fixed-rate by the end of the year.
On the multifamily side, a supply glut is kicking up vacancy rates
and driving down rents. Vacancies hit 6.8 percent in the first
quarter of 2003, up from 5.7 percent in the first quarter of 2002,
according to New York-based Reis, Inc. Net effective rents were
essentially flat between the first quarter of 2002 and 2003, dropping
from $855 to $854. Low interest rates continue to help renters
become homeowners, pushing the national home ownership rate
to 68 percent, up from 64 percent two years ago.
And the prognosis for a quick rebound is poor. Apartment
builders have not put the brakes on development. Lend Lease
Rosen, a consulting arm of Australia-based Lend Lease Corporation, reports that apartment builders started 349,000 units in
2002 versus 331,000 in 2001. Lend Lease Rosen projects that the
7
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apartment market will face downward pressure on revenues for
the rest of 2003.
Hospitality Market Conditions
No market has been battered more than hotels, which have never
gotten traction since the September 11th attacks caused
consumers to reduce travel. For the third straight year, the hotel
industry is faced with lackluster demand and declining revenues.
The slow economy and job losses have kept demand soft for both
leisure and business travel and the numbers tell the tale: RevPAR
(revenue per available room) has been plunging for three years, as
have average room rates and occupancy rates. Nationwide,
RevPAR declined by 1.6 percent to $46.35 and the average daily
room rate (ADR) decreased by 0.5 percent to $84.72 in the first
quarter of 2003, according to Hendersonville, TN-based Smith
Travel Research. Occupancy levels nationwide also fell to 54.7
percent, a 1.1 percent decline from the first quarter of 2002.
Lend Lease predicts a hotel recovery starting in the first half of
2004, when rising demand and little new supply start to bolster
RevPAR. The firm also predicts a 50 percent decrease in hotel
construction in 2003 versus 2002. New construction had already
dropped 30 percent last year. The hospitality division of PricewaterhouseCoopers, LLP is a bit more optimistic. The firm predicts
a slight RevPAR increase of 0.5 percent this year.
Real Estate Investment Trusts

For the third consecutive year, real estate stocks outperformed
most other benchmarks. The National Association of Real Estate
Investment Trust’s (NAREIT) Equity REIT Index posted a total
return of 3.8 percent in 2002, which was less than gains of 26
percent in 2000 and 13.9 percent in 2001. However, compared
to the negative performance by the Nasdaq, S&P 500 and Dow
Industrials (among others), investors welcomed any positive
investment alternative.
Factory outlet center, mall, and retail strip center REITs led the
sector during the first quarter of 2003, according to Bear,
8
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Sterns & Co. Inc. On the flip side, hotels and multifamily REITs
saw a decline during the same period.
Roughly $389 million flowed into dedicated REIT mutual funds
in the first quarter while total assets closed the quarter at $16.1
billion—an all-time high according to Bear Sterns. Common
equity offerings slowed down a bit from the fourth quarter of
2002, but the pace of preferred issuance was still strong at $358
million. Bear Sterns expects funds from operations (FFO) per
share to fall 10.6 percent in 2003.
Environmental Factors Affecting Financial Reporting

Pressures to Perform
Businesses deal with pressures that arise from a variety of sources,
both internal and external. External pressures come primarily
from the capital markets, with many believing that Wall Street’s
expectations too often drive inappropriate management behavior.
Management often is under pressure to meet short-term performance indicators, such as earnings or revenue growth, financial
ratios tied to debt covenants, or other measures. Most often the
intentions of management are to follow sound and ethical
practices, but pressure may build when analysts and shareholders
demand short-term performance and when competitors move
closer to the edge of the range of acceptable behavior.
Members of top management also may be pressured to demonstrate that shareholder value has grown as a consequence of their
leadership. Boards of directors often create pressure on management to meet financial and other goals. There also is a well-established practice of motivating management with stock options and
other equity instruments that attempt to align management and
shareholder interests. With their own performance and compensation tied to operating or financial targets, management can, in
turn, push hard on personnel throughout the company, including
those in operating business units, to meet what may be overly
optimistic goals. This high-pressure environment can create an
incentive to adopt practices that may be too aggressive or

9
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inconsistently applied in an effort to meet perceived expectations
of the capital markets, creditors, or potential investors. At some
point, the motivation behind earnings management can become
strong enough for individuals with the right opportunity to move
beyond acceptable practices, even though they are otherwise
honest individuals. The greater the pressures, the more likely
individuals will rationalize the acceptability of their actions.
Complexity and Sophistication of Business Structures
and Transactions
The increasing sophistication of the capital markets and the
creativity of investment bankers and other financial advisers have
fostered a wide variety of complex financial instruments and
structured financial transactions. Many companies now use complex transactions involving transactions with one another in the
form of purchases/sales of assets, derivative transactions, and intricate operating agreements designed to meet a specific reporting
objective as well as an economic objective. Some companies have
transferred assets off-balance-sheet or arranged for units to be acquired by special purpose entities, joint ventures, limited liability
corporations, or partnerships, retaining substantially all the risks
and rewards of ownership but without “control.” Recent business
failures, including the boom-bust cycle of dot-com enterprises,
have focused attention on the potential risks of these business
structures and transactions and the challenge of reporting them
in a way that is easily understood by financial statement users.
Many companies have adopted rapid and innovative forms of
business expansion, either through acquisitions and mergers, or
internal development. Such rapid expansion may have been
necessary to support high price-to-earnings multiples. However,
it also creates many challenges, including integrating disparate
operations, melding internal control processes, and meeting
expanded financing needs. Liquidity crises or financial reporting
failures may result.

10
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Current Audit and Accounting Issues
Assessing Audit Risks in the Current Environment

The proper planning and execution of an audit has always
required you to have a thorough understanding of the real estate
industry and the nature of your client’s business. For most audit
firms, this in-depth understanding means that the most experienced partners and managers must become involved early and
often in the audit process. In today’s real estate environment, your
judgment, knowledge, and experience are even more important
than they were in the past.
During the past few years, the U.S. economy has suffered
some significant declines: Consumer confidence has dropped,
plant closings and layoffs have increased dramatically, profit
margins for many companies have slipped, and many companies
have failed.
Periods of economic uncertainty lead to challenging conditions
for companies attributable to potential deterioration of operating
results, increased external scrutiny, and reduced access to capital.
During such times, professional skepticism should be heightened
and the status quo should be challenged.
More specifically, in today’s economic environment, you should
keep the following points in mind as you plan and perform audits
of real estate clients:
• Understand how your client is affected by changes in the
current business environment.
• Understand the stresses on your client’s internal control
over financial reporting, and how they may affect its
effectiveness.
• Identify key risk areas, particularly those involving significant
estimates and judgments.
• Approach the audit with objectivity and skepticism,
notwithstanding prior experiences with or belief in
management’s integrity.
11
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• Pay special attention to complex transactions, especially
those presenting difficult issues of form versus substance.
• Consider whether additional specialized knowledge is
needed on the audit team.
• Make management aware of identified audit differences on
a timely basis.
• Question the unusual and challenge anything that doesn’t
make sense.
• Foster open, ongoing communications with management
and the audit committee, including discussions about the
quality of financial reporting and any pressure to accept
less than high-quality financial reporting.
• When faced with a “gray” area, perform appropriate procedures to test and corroborate management’s explanations
and representations, and consult with others as needed.
Audit Planning
As you prepare to conduct an annual audit of real estate companies,
you need to realize that your clients will be working in
a business environment affected by the stagnant economy. If this
is the case, you must gain an understanding of this environment
to adequately plan and perform the audit. Although not all
real estate companies are directly affected by the economic
downturn, most in the industry could experience some possible
indirect effects. Many clients will experience effects related
to shifts in demand, collectibility of accounts receivable, or
valuation of their investments.
Evaluating Audit Risks
We know that your evaluation of audit risk should start with a
solid understanding of your client’s business. To develop this
understanding, you should be knowledgeable about the entity’s
strategies for dealing with business conditions—both current
conditions and those most likely to exist in the near future. In the
real estate industry, business conditions vary greatly across
12
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property types and from region to region. The risks associated
with developing office buildings are different from those faced by
a homebuilder; a warehouse facility in the Northeast may face
different issues than a similar facility located on the Pacific Coast.
For this reason, you must be knowledgeable about property types
and the location in which the entity operates.
Audit risk can be altered when a real estate entity enters into new
property types or new geographic markets. You should be aware
that current economic conditions might force your real estate
clients to expand beyond their traditional sphere of operations.
During audit planning, you should identify new property types
or geographic locations and carefully assess the risks associated
with the client’s change in operating strategy.
Professional Skepticism
The third general audit standard stipulates that due professional
care be exercised in planning and conducting an audit engagement. Due professional care requires that you exercise professional skepticism in gathering and evaluating audit evidence.
Although you neither assume that management is dishonest nor
assume unquestioned honesty, you should consider the increased
risk associated with the potential increases in external pressure
faced by management during the current economic climate.
As a result of perceived external pressures, companies may be
tempted to manage earnings by using nonrecurring transactions
or by changing the method of calculating key estimates, such as
reserves, fair values, or impairments. Companies may also adopt
inappropriate accounting practices resulting in improper recognition or omission of financial transactions. Material nonrecurring
transactions may require special disclosure to facilitate the
readers’ understanding of the reported financial results, and the
guidance in Accounting Principles Board (APB) Opinion No. 20,
Accounting Changes, should be applied in reporting the effects of
changes in estimates. Inappropriate transactions or accounting
practices that may result in errors requiring adjustments of financial
statements might include premature recognition of revenue,
failure to appropriately accrue for contingent liabilities that are
13
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probable and estimable, and failure to record unpaid purchase
invoices. Additionally, you should be particularly skeptical of
fourth-quarter events that result in significant revenue recognition,
loss accrual, or noncash earnings.
The appropriate level of professional skepticism is needed when
corroborating management’s representations. Management’s
explanations should make business sense. Additionally, you may
need to consider corroborating management’s explanations with
members of the board of directors or audit committee.
Other indicators of potential increased accounting and reporting
risk calling for increased professional skepticism include:
• Liquidity matters
— The company is undercapitalized, is relying heavily on
bank loans and other credit, and is in danger of violating
loan covenants.
— The company appears to be dependent on an initial
public offering for future funding.
— The company is having difficulty obtaining or maintaining financing.
— The company is showing liquidity problems.
• Quality of earnings
— The company is changing significant accounting policies
and assumptions to less conservative ones.
— The company is generating profits, but not cash flow.
• Management characteristics
— Management’s compensation is largely tied to earnings
or the appreciation of stock options.
— The company appears vulnerable to the weakening
economic conditions, and management is not proactive
in addressing changing conditions.
— The company’s management is selling its investment in
company securities more than in the past.

14
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— There is a significant change in members of senior
management or the board of directors.
Consideration of Fraud
SAS No. 99, Consideration of Fraud in a Financial Statement
Audit (AICPA, Professional Standards, vol. 1, AU sec. 316), supersedes SAS No. 82, Consideration of Fraud in a Financial Statement
Audit, and amends SAS No. 1, Codification of Auditing Standards
and Procedures (AICPA, Professional Standards, vol. 1, AU sec.
230, “Due Professional Care in the Performance of Work”).
SAS No. 99 addresses the following issues:
• Description and characteristics of fraud
• The importance of exercising professional skepticism
• Discussion among engagement personnel regarding the
risks of material misstatement due to fraud
• Obtaining the information needed to identify risks of
material misstatement due to fraud
• Identifying risks that may result in a material misstatement
due to fraud
• Assessing the identified risks after taking into account an
evaluation of the entity’s programs and controls
• Responding to the results of the assessment
• Evaluating audit evidence
• Communicating about fraud to management, the audit
committee, and others
• Documenting the auditor’s consideration of fraud
Some examples of fraud risk factors that may exist in real estate
entities include the following:
• An excessive interest by management in maintaining or
increasing the reported amount of real estate assets
through the use of aggressive appraisal assumptions
15
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• The use by management of unusually aggressive accounting
practices in recognizing revenue from real estate sales
• Complicated criteria for recognizing sales transactions, making it difficult to assess the completion of the earnings process
• Inadequate responses or an unwillingness to respond to
inquiries about known regulatory or legal issues, for example, the presence of environmental contamination on an
entity-owned site
• Significant related-party transactions
• Significant side-agreements or transaction terms not previously disclosed
• Payment of large fees to real estate management companies
for achieving occupancy rates at start-up
• Key contracts awarded without a competitive bidding
process
The general state of the recent economy may raise several
fraud risk factors. For example, management may be under
significant pressure to obtain additional capital, or the entity may
depend on debt with debt covenants that are difficult to maintain
under the circumstances.
Auditing Estimates
The real estate industry uses estimates in a variety of ways. For example, supplemental current values of real estate assets and the
recognition and measurement of impairment losses both require
management to make estimates of future events or assumptions
about current conditions.
When auditing estimates, you should be familiar with SAS No.
57, Auditing Accounting Estimates (AICPA, Professional Standards,
vol. 1, AU sec. 342); the AICPA Practice Aid Auditing Estimates
and Other Soft Accounting Information; and SOP 94-6, Disclosure
of Certain Significant Risks and Uncertainties.
Currently, certain segments of the real estate industry are in
decline. Certain estimates, for example, expected future cash
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flows used in the determination of possible asset impairment,
require management to make assumptions about future events
and conditions. Be skeptical of cash flow and other performance
projections that assume overly optimistic upward trends.
Pay close attention to the underlying assumptions used by
management when auditing accounting estimates. Management
is responsible for making the estimates included in the financial
statements. Those estimates may be based in whole or in part on
subjective factors, such as judgment based on experience with
past as well as current events, and with conditions it expects to
exist. You should be alert to the possibility of management’s overreliance on economic information based on favorable conditions
to predict future outcomes.
Help Desk—Landauer Real Counselors publishes the annual
National Real Estate Market Forecast, which can be downloaded
at www.landauer.com. The report provides in-depth analysis of
current industry conditions and the outlook for the future in
five different property types. The publication provides one
analysis of the conditions in major markets for each property
type. The report is published annually.

Evaluating Going Concern
The current business environment and market conditions might
lead to rapidly deteriorating operating results and liquidity
challenges for some real estate companies, particularly those with
reduced access to capital. A company particularly sensitive to
negative changes in economic conditions can rapidly develop a
liquidity crisis and ultimately fail. Certain conditions, considered
in the aggregate, may lead you to question the entity’s ability to
continue as a going concern. These include negative trends, such
as recurring operating losses or working capital deficiencies,
financial difficulties in the form of loan defaults or denial of
credit from suppliers, dependence on the success of a particular
product that is not selling well, legal proceedings, loss of a principal
customer or supplier, destabilization of a trading partner or
contract counterparty, and excessive reliance on external financing
rather than funds generated from operations.
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Key in evaluating these risk factors is whether:
• Existing conditions and events can be mitigated by management’s plans and their effective implementation.
• The company has the ability to control the implementation
of mitigating plans rather than being dependent on the
actions of others.
• The company’s assumption about its ability to continue as
a going concern is based on realistic, rather than overly
optimistic, assessments of its access to needed debt or
equity capital or its ability to sell assets in a timely manner.
• Liquidity challenges have been appropriately satisfied
and disclosed.
When evaluating management’s plans to continue as a going
concern, an appropriate level of professional skepticism is important. For example, you may want to scrutinize the company’s
assumptions to continue as a going concern to assess whether
those assumptions are based on overly optimistic or “once-in-alifetime” occurrences.
Key factors in your evaluation of the ability to continue as a going
concern are part of the guidance provided in SAS No. 59, The
Auditor’s Consideration of an Entity’s Ability to Continue as a Going
Concern (AICPA, Professional Standards, vol. 1, AU sec. 341).
Auditing in a Paperless Environment
When clients rely on technology to manage and analyze information, audit strategies change. Consider the following examples:
• Audit evidence that previously existed in paper form may
be available electronically only. Accessing electronic audit
evidence may require you to become proficient in the use
of data extraction or other audit software tools.
• The design and operation of internal control in a computer environment is much different than in a predominately manual environment.
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As real estate entities continue to expand their use of IT, you
may need to become aware of the unique audit issues in a highly
computerized environment. In addition, you should identify the
risks of material misstatement that can arise during the transition
from a highly manual environment to a more computerized
operating environment.
For further information and guidance on auditing in this
paperless environment, see SAS No. 94, The Effect of Information
Technology on the Auditor’s Consideration of Internal Control in a
Financial Statement Audit (AICPA, Professional Standards, vol. 1,
AU sec. 319).
Risks of Overseas Expansion
According to a survey by DTZ International Property Advisers of
Switzerland (DTZ), 70 percent of real estate investors hold overseas real estate assets. The survey questioned representatives from
investment vehicles, institutions, and property companies and
found that the majority of respondents go overseas to achieve superior returns. Europe emerges as their most popular investment
target. The survey also reveals that this trend is set to continue,
with 43 percent of respondents planning to increase overseas real
estate investment in the short term; 60 percent plan to increase
their overseas exposure within the next three to five years; and 57
percent plan to increase overseas activities over the longer term.
When looking to buy overseas, the investors often cite economic
performance, market size, and the tax and operating environment
as key factors in identifying suitable markets. The lack of local
market knowledge appears to be the major stumbling block. To
overcome this challenge, the most popular method of entry into
overseas markets is via joint ventures with local partners.
Competing in foreign markets is complex and fraught with risks,
many of which are indiscernible at first glance. The political risks
in some nations are quite high, but even in countries that have
relative political stability, complexities may arise. Each country
has its own market characteristics, regulations and laws, and
accounting standards. If your client has or is considering venturing into foreign real estate markets, you should gain an
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understanding of the risks of doing business in those markets.
Consider whether the client has an effective process for identifying
and managing those risks. For example, has management
adequately assessed the realities of a foreign marketplace when
developing assumptions about the future performance of real
estate located in those markets?
Changes in Internal Control
Large layoffs, staff reductions, and notifications to employees of
impending termination can affect internal control over financial
accounting and reporting systems. Remaining employees may
feel overwhelmed by their workloads, lack of time to complete
tasks and consider decisions, and simply be performing too many
tasks and functions to meet the required levels of accuracy.
In addition, rapid business expansion, changes in business
strategies, and integration of different businesses may outstrip the
ability of a company’s financial systems to remain under effective
internal control. Furthermore, controls at business units whose
divestiture has been announced may be disrupted. As a result of
any of these factors, internal control may become less effective or
even ineffective.
Relevant considerations are whether:
• The attention to internal control has been maintained in
the face of significant changes in the business.
• As a result of unfilled positions, key control procedures are
no longer being performed, are being performed less frequently, or are being performed by individuals lacking
proper understanding to identify and correct errors.
• Layoffs of IT personnel have had a negative effect on the
entity’s ability to initiate, process, or record its transactions, or maintain the integrity of information generated
by the IT system.
• Key functions that should be segregated are now being performed by one person.
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• The impact of changes to the control environment has
altered internal control effectiveness and potentially
resulted in a material control weakness.
• Changes in internal control caused by past or pending
layoffs or staff reductions create an opportunity for fraudulent activities, including misappropriation of assets.
Transactions Involving Off-Balance-Sheet Arrangements,
Including Variable Interest Entities
Some real estate entities make use of off-balance-sheet arrangements to conduct financing or other business activities. These
may involve unconsolidated, nonindependent, limited purpose
entities, often referred to as structured finance or special purpose
entities (SPEs). These entities may be used to provide financing,
liquidity, or market risk or credit support, or may involve leasing,
hedging, or research and development services.
In January 2003, the FASB issued Interpretation No. 46, Consolidation of Variable Interest Entities. FASB Interpretation No. 46
will have major implications for many real estate companies. It
originally was expected to cover only special purpose entities
(SPEs) but is much broader than anticipated. The existing guidance had been criticized for enabling companies to keep billions
of dollars of assets off balance sheet by moving them into SPEs or
other entities that they did not “control.” Furthermore, an independent third party had to invest only minimal equity in the
entity, typically equal to 3 percent of the entity’s capitalization.
A variable interest entity (VIE) is a corporation, partnership,
trust, or any other legal structure used for business purposes that
either does not have equity investors with adequate decisionmaking ability or has equity investors that do not provide sufficient financial resources for the entity to support its activities. A
VIE often holds financial assets, including loans or receivables,
and real estate or other property. Variable interests include,
but are not limited to, equity investments, debt instruments,
guarantees, beneficial interests, service contracts, leases, forward
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contracts and options. In essence, almost any contractual
arrangement between parties could qualify as a variable interest.
Under the previous rule, one company generally included
another entity in its consolidated financial statements only if it
controlled the entity by owning a majority of the entity’s voting
interests. FASB Interpretation No. 46 changes that by requiring a
company to consolidate a VIE if that company absorbs a majority
of the risk of loss from the VIE’s activities or is entitled to receive
a majority of the VIE’s residual returns or both as evidenced by
the variable interest. Whichever party to a VIE possesses the
greatest variability to expected losses and expected cash flow
is considered the primary beneficiary and therefore consolidates
the VIE.
An entity is considered a VIE if first, the entity’s total equity
investment at risk is not sufficient to permit the entity to finance
its activities without additional subordinated financial support
from other parties. Second, as a group, the holders of the equity
investment at risk lack any one of the following characteristics of
a controlling financial interest:
1. The direct or indirect ability to make decisions about an
entity’s activities through voting rights or similar rights.
2. The obligation to absorb the expected losses of the entity if
they occur.
3. The right to receive the expected residual returns of the
entity if they occur.
Example
Assume a developer invests $40 million equity in a project owned
by a VIE and a commercial bank provides a $60 million
fixed-rate loan to round out the project’s financing. Generally, a
loan is subject to consideration as a VIE. However, if the loan is
not expected to change in value (in this case the rate is fixed, the
borrower has a contractual obligation to repay only $60 million
and the credit risk is determined not to be significant), then it
would generally not have enough variability for the lender to be
the primary beneficiary. Thus, if the project increases in value
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from $100 million to $130 million, the developer’s equity
increases to $70 million but the lender’s interest remains the same
at $60 million. Because the developer bears the risks and enjoys
the rewards at the outset, it is the primary beneficiary of the
project and is required to consolidate the VIE.
Suppose, however, that the project begins to fail and falls in value
to $50 million, thereby requiring a debt restructuring (assuming
the lender does not foreclose) which necessitates a change in the
original contractual arrangements. The developer’s equity interest
is wiped out but the lender’s interest is still $60 million. As a
result, the lender may become the primary beneficiary and be
required to consolidate the project because it has a variable interest and bears all the risk of the VIE.
As a result of FASB Interpretation No. 46, you should review
your client’s participation in VIEs to evaluate whether these
entities should be consolidated. See the “New Accounting
Pronouncements and Other Guidance” section of this Audit Risk
Alert for a further discussion of FASB Interpretation No. 46.
Synthetic Leases
During the economic expansion of the late 1990s, synthetic
leases were a popular form of financing for real estate entities. As
the steamrolling economy fueled corporate expansion, companies
looked for ways to take real estate off their balance sheet and free
up capital. And the synthetic lease was one way of doing this.
However, FASB Interpretation No. 46 will have a major impact
on synthetic leases. Companies with existing synthetic leases will
need to either consolidate these entities or convert them to
another structure (for example, sale-leaseback).
As a result of FASB Interpretation No. 46, you should review
your client’s participation in synthetic leases to evaluate whether
they have been accounted for properly.
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Audit and Accounting Issues of Continuing Importance
Revenue Recognition

It is important to consider the appropriateness of your client’s
revenue recognition policies or, especially, changes to those
policies. Some clients attempt to demonstrate growth in a flattening
market by changing operating or accounting policies that affect
the timing or propriety of revenue recognition. In evaluating the
revenue recognition policies of real estate entities, you should
consider carefully whether the criteria in FASB Statement of
Financial Accounting Standards No. 66, Accounting for Sales of
Real Estate, have been met.
You should also continue to be alert for the following:
• “Put” arrangements. These arrangements may commit a
seller, its officers, or shareholders to repurchase the property,
find other buyers, or indemnify the buyer or third-party
guarantors for risk of loss. These arrangements can significantly affect revenue recognition. In a number of cases, put
arrangements may not be formally documented, so you
should consider the facts and circumstances surrounding
property sales to be sure there are no formal or informal
arrangements of this kind. You may also wish to request
written representation from management regarding the
absence of such agreements.
• Direct or indirect seller financing. Consider circumstances
that would indicate that a seller might have directly or indirectly provided the funds for a down payment (or for the
entire purchase price) in a cash sale. Apart from precluding
the use of the full accrual method of profit recognition,
such circumstances may create related-party transactions
that require disclosure, as described in FASB Statement
No. 57, Related Party Disclosures.
FASB Statement No. 66 describes examples of real estate transactions that include sales of corporate stock of enterprises with
substantial real estate, partnership interests, and time-sharing
interests. Questions have been raised about whether the sale of
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these investments should be accounted for under FASB Statement No. 66 or under FASB Statement No. 140, Accounting for
Transfers and Servicing of Financial Assets and Extinguishments of
Liabilities. In Emerging Issues Task Force (EITF) Issue 98-8,
Accounting for Transfers of Investments That Are in Substance Real
Estate, a consensus was reached that the sale or transfer of an
investment in the form of a financial asset is, in substance, real
estate and should be accounted for in accordance with FASB
Statement No. 66.
FASB Interpretation No. 43, Real Estate Sales, clarifies that FASB
Statement No. 66 applies to all real estate sales, not just those
made by real estate entities. Included within the scope of
FASB Statement No. 66 are sales of real estate with property
improvements or integral equipment that cannot be removed
and used separately from the real estate without incurring
significant costs.
Lease Income
Several accounting pronouncements provide guidance to lessors
on recognizing lease revenue. These pronouncements include
the following:
• FASB Statement No. 13, Accounting for Leases. Paragraph
19(b) of this Statement describes how a lessor should
report lease income, as follows:
— In general, rental income is recognized when it becomes
receivable according to the provisions of the lease.
— However, if the rentals vary from a straight-line basis,
the income should be recognized on a straight-line basis
(unless another systematic and rational basis is more
representative of the time pattern in which use benefit
from the lease property is diminished).
• FASB Statement No. 29, Determining Contingent
Rentals. This Statement defines contingent rentals and
states that they should be recognized as revenue when they
become accruable.
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• FASB Technical Bulletin 85-3, Accounting for Operating
Leases with Scheduled Rent Increases. This Technical
Bulletin addresses whether it is appropriate for lessors to
recognize scheduled rent increases on a basis other than as
required in FASB Statement No. 13.
• SEC Staff Accounting Bulletin (SAB) No. 101, Revenue
Recognition in Financial Statements. SABs are not rules or
interpretations of the SEC, but represent practices
followed by SEC staff in administering the disclosure
requirements of the federal securities laws. As clarified in
Interpretive Response No. 8, a landlord should not recognize any contingent rental income until the threshold for
contingent rental payments has passed.
In auditing rental income, you should obtain reasonable
assurance that rental income has been properly recognized during
the period. Pay particular attention to revenue from contingent
rentals and revenue recognition when lease payments are
scheduled to vary from a straight-line basis.
To properly recognize rental income on a straight-line basis,
the accounting for income from lease arrangements that call for
scheduled rent increases requires the recording of a receivable
during the early years of the lease. If your client’s financial
statements include such a receivable, you should determine that
it is collectible, for example, by assessing the creditworthiness of
the tenant.
Help Desk—Auditors designing and performing procedures
related to revenue recognition can look to the AICPA publication Auditing Revenue in Certain Industries (product no.
012514kk).

Sale-Leaseback Transactions

Industry observers continue to report a growing number of
sale-leaseback transactions involving corporations that own their
facilities. Real estate entities may participate in these transactions
as the purchaser-lessor.
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FASB Statement No. 13 describes the accounting by the
purchaser-lessor in a sale-leaseback transaction, as follows:
• If the lease meets the criteria for classification as a capital
lease, the purchaser-lessor should record the transaction as
a purchase and a direct financing lease.
• If the lease does not meet the criteria for classification as a
capital lease, the purchaser-lessor should record the transaction as a purchase and an operating lease.
You can find the primary guidance on accounting by the sellerlessee in a sale-leaseback transaction in FASB Statement No. 98,
Accounting for Leases.
Asset Impairment

You should continue to be alert for the possible impairment of
real estate assets. The primary guidance on accounting for the
impairment of real estate assets can be found in FASB Statement
No. 144, Accounting for the Impairment or Disposal of Long-Lived
Assets. In general, the accounting for the impairment of real estate
depends on whether the property is to be held for investment or
held for disposal. Projects under development are accounted for
in the same manner as those held for investment. FASB
Statement No. 144 does not provide exceptions for assets subject
to nonrecourse debt.
Real Estate Properties Held for Investment
Real estate held for investment and projects under development
should be reported at cost, less accumulated depreciation, and
should be evaluated for impairment if facts and circumstances
indicate that impairment may have occurred. Conditions or
events such as the following may indicate a need for assessing the
recoverability of investments in real estate:
• Cash flows from operating activities are insufficient to
cover debt service.
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• Current occupancy rates indicate that future cash flows to
be received are lower than the amounts needed to recover
the carrying amount of the investment fully.
• Major tenants have experienced or are experiencing financial difficulties.
• A significant portion of leases will expire in the near term.
• Lessors are being forced to make significant concessions to
rent property.
• Properties held for sale remain unsold at subsequent
balance-sheet dates.
• Other investors have decided to cease providing support or
reduce their financial commitment to a project or venture.
• Rental demand for a rental project currently under
construction is not meeting projections.
• Auditors’ reports on financial statements of investee
properties are modified for reasons that relate to real estate
investments (for example, an auditor’s report on the financial statements of investee properties that is modified for a
departure from generally accepted accounting principles
(GAAP) attributable to the improper valuation of assets).
If events and circumstances indicate that impairment may exist,
the entity is required to estimate the future cash flows expected to
result from the use of the asset and its eventual disposition. An
asset is deemed to be impaired if its carrying amount exceeds the
sum of the expected future cash flows (undiscounted and without
interest charges) from the asset. The impairment is measured as
the amount by which the carrying amount exceeds the fair value
of the asset. After recognizing an impairment, the entity
should account for the reduced carrying amount of the asset as
the new cost of the asset and depreciate it over the remaining
useful life. Restoration of previously recognized impairment
losses is prohibited.
Lack of an asset-impairment evaluation system may indicate a
material weakness in an entity’s internal controls. Further, a lack
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of documentation generally increases the extent to which you
must apply professional judgment in evaluating the adequacy of
management’s write-downs.
Real Estate to Be Disposed of by Sale
Real estate to be disposed of by sale (real estate for which
management has committed to a plan of disposal by sale) should
be reported at the lower of the carrying amount or fair value, less
costs to sell. Subsequent revisions to fair value less costs to sell
should be reported as adjustments to the carrying amount of the
asset to be disposed of. Nevertheless, the carrying amount may
not be adjusted to an amount greater than the carrying amount
of the asset before an adjustment was made to reflect the decision
to dispose of the asset. Determination of whether the carrying
amounts of real estate projects require write-downs should be
done on a project-by-project basis, in accordance with paragraph
24 of FASB Statement No. 67, Accounting for Costs and Initial
Rental Operations of Real Estate Projects.
Some real estate might have previously been subject to APB
Opinion No. 30, Reporting the Results of Operations—Reporting
the Effects of Disposal of a Segment of a Business, and Extraordinary,
Unusual and Infrequently Occurring Events and Transactions. FASB
Statement No. 144 amended APB Opinion No. 30. The
provisions of FASB Statement No. 144 apply to all long-lived
assets. Therefore, gains or losses on a disposal of a discontinued
operation are no longer measured on a net realizable value basis,
and future operating losses are no longer recognized before
they occur.
Assets to Be Disposed of Other Than by Sale
Assets that are to be abandoned, exchanged for a similar productive asset, or distributed to owners in a spinoff are to be considered as held and used until they are disposed of. If the asset is to
be abandoned, the depreciable life is revised in accordance with
APB Opinion No. 20, Accounting Changes. If the asset is to be
exchanged for a similar productive asset or distributed to owners
in a spinoff and if the carrying amount of the asset exceeds its fair
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value at the date of exchange or distribution, an impairment loss
is to be recognized at that date.
Non-GAAP Measures of Performance

In 1999, the National Association of Real Estate Investment
Trusts (NAREIT) issued recommendations with respect to clarifying the industry’s supplemental performance benchmark, called
Funds From Operations (FFO). These recommendations include
the following:
• The industry’s supplemental performance measure should
include all operating results, both recurring and nonrecurring, except those results defined as “extraordinary items”
under GAAP and gains and losses from sales of depreciable
operating property.
• The industry’s supplemental performance measure should
continue to be labeled “Funds From Operations.”
• The clarification of FFO is effective January 1, 2000.
• Calculation of FFO based on this clarification should be
shown for all periods presented in financial statements or
tables.
• Disclosures should include the information included in
the NAREIT white paper on FFO and in NAREIT
National Policy Bulletins related to reporting FFO.
These recommendations were based on a year-long evaluation of
the industry’s supplemental performance benchmark at the direction of NAREIT’s leadership. NAREIT surveyed member company executives, investment analysts, institutional investors, and
other industry participants regarding the effectiveness of FFO.
Effect of FASB Statement No. 144 on FFO
After considering the impact of FASB Statement No. 144,
Accounting for the Impairment or Disposal of Long-Lived Assets, on
income statements prepared using GAAP and on FFO,
NAREIT’s board of governors adopted several recommendations
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of the Association’s Best Financial Practices Council. Chief
among them is affirmation of NAREIT’s commitment to GAAP
net income as the primary industry earnings measure.
The board of governors also adopted a recommendation that
FFO from income-producing property held for sale, sold, or
otherwise transferred and now reported in “results of discontinued
operations” should be included in consolidated FFO.
The resulting clarification of NAREIT’s white paper on FFO was
needed to ensure that a change in GAAP classification made by
FASB Statement No. 144 did not create an inappropriate and
unintended change in reported FFO. The clarification results in
no change to FFO—mirroring the impact of FASB Statement
No. 144 on GAAP net income.
New SEC Rule on Use of Non-GAAP Per Share Measures
The SEC has issued new rules and amendments to implement
provisions of the Sarbanes-Oxley Act regarding non-GAAP/pro
forma financial information. The SEC concluded that the
use of non-GAAP per share information, such as FFO per
share, should not be prohibited in earnings releases and similar
public announcements.
The final rule adopted by the SEC permits the use of non-GAAP
per share measures, including FFO or earnings before interest,
taxes, depreciation and amortization (EBITDA) per share,
in non-SEC filings, such as press releases and “supplemental
packages,” as long as the non-GAAP measures are reconciled with
comparable GAAP measures. Additionally, the rule requires that
reporting companies furnish earnings releases along with Form
8-K, instead of filing the releases as part of the 8-K.

New Auditing and Attestation Pronouncements and
Other Guidance
Presented below is a list of auditing and attestation pronouncements, guides, and other guidance issued since the publication of
last year’s Alert. The AICPA general Audit Risk Alert—2003/04
(product no. 022334kk) contains a summary explanation of all
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these issuances. The Public Company Accounting Oversight
Board (PCAOB) sets auditing standards of public companies. See
the PCAOB Web site at www.pcaobus.org for information about
PCAOB activities and any standards issued.
Help Desk—For information on auditing and attestation
standards issued subsequent to the writing of this Alert, please
refer to the AICPA Web site at www.aicpa.org/members/
div/auditstd/technic.htm. You may also look for announcements of newly issued standards in the CPA Letter, Journal of
Accountancy, and the quarterly electronic newsletter, In Our
Opinion, issued by the AICPA Auditing Standards team and
available at www.aicpa.org.

SAS No. 101

SOP 03-2

Auditing
Interpretation
No. 16 of SAS
No. 58

Auditing
Interpretation
No. 2 of SAS
No. 31
Attestation
Interpretation
No. 5 of Statement
on Standards for
Attestation
Engagements
(SSAE) No. 10
Practice Alert
No. 03-1

Auditing Fair Value Measurements and Disclosures
Issued in January 2003. This SAS is effective for audits of
financial statements for periods beginning on or after
June 15, 2003. Earlier application is permitted.
Attest Engagements on Greenhouse Gas Emissions
Information Issued September 2003. This SOP is
effective for reports on attest engagements on GHG
emissions information issued on or after December 15,
2003, with early implementation permitted.
“Effect on Auditor’s Report of Omission of Schedule of
Investments by Investment Partnerships That Are
Exempt From Securities and Exchange Commission
Registration Under the Investment Company Act of 1940”
(AICPA, Professional Standards, vol. 1, AU sec. 9508).
Published in the June 2003 Journal of Accountancy.
“The Effect of an Inability to Obtain Evidential Matter
Relating to Income Tax Accruals” (AICPA, Professional
Standards, vol. 1, AU sec. 9326). Published in the June
2003 Journal of Accountancy.
“Attest Engagements on Financial Information Included
in XBRL Instance Documents” (AICPA, Professional
Standards, vol. 1, AT sec. 9101).

Audit Confirmations
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Journal Entries and Other Adjustments
Auditing Fair Value Measurements and Disclosures:
Allocations of the Purchase Price Under FASB Statement
of Financial Accounting Standards No. 141, Business
Combinations, and Tests of Impairment Under FASB
Statements No. 142, Goodwill and Other Intangible
Assets, and No. 144, Accounting for the Impairment or
Disposal of Long-Lived Assets
This rule generally requires all registered public accounting
firms to adhere to the PCAOB’s auditing and related
professional practice standards in connection with the
preparation or issuance of any audit report for an issuer
and in their auditing and related attestation practices.
This rule requires that in connection with the preparation
or issuance of any audit report, a registered public
accounting firm, and its associated persons, shall comply
with GAAS, as described in SAS No. 95, as in existence
on April 16, 2003.
This rule requires that in connection with an engagement
(1) described in the Auditing Standards Board’s (ASB’s)
SSAE No. 10 and (2) related to the preparation or
issuance of audit reports for issuers, a registered public
accounting firm, and its associated persons, shall comply
with the SSAEs, and related interpretations and SOPs, as
in existence on April 16, 2003.
A registered public accounting firm, and its associated
persons, shall comply with quality control standards, as
described in (1) the AICPA ASB’s Statements on Quality
Control Standards, as in existence on April 16, 2003; and
(2) the AICPA SEC Practice Section’s Requirements of
Membership (d), (f ) (first sentence), (l), (m), (n)(1) and
(o), as in existence on April 16, 2003.

The following summaries are for informational purposes only
and should not be relied upon as a substitute for a complete
reading of the applicable standard. To obtain copies of AICPA
standards and guides, contact the Member Satisfaction Center at
(888) 777-7077 or go online at www.cpa2biz.com.
SAS No. 101, Auditing Fair Value Measurements and Disclosures

The Auditing Standards Board issued SAS No. 101, Auditing Fair
Value Measurements and Disclosures in January 2003. The
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Standard, which is effective for audits of financial statements for
periods beginning on or after June 15, 2003, contains significantly expanded guidance on the audit procedures for fair value
measurements and disclosures.
The requirement to measure some items at fair value has been in
the accounting literature for a number of years. However, in
recent years the number of accounting standards requiring fair
value measurements and disclosures has increased significantly,
and the trend is expected to continue. A unique aspect of fair
value measurements as compared to other accounting estimates is
that when market prices are not available, management must estimate fair values using appropriate techniques and assumptions
that reflect marketplace assumptions.
Until now practitioners have used the guidance in SAS No. 57,
Auditing Accounting Estimates, when evaluating fair value
measurements and disclosures. However, the ASB believes that
the proliferation of accounting standards requiring fair value
measurements, the consideration of marketplace participant
assumptions in making fair value estimates, and the complexity
and significance of some of these estimates to the financial
statements requires auditing guidance that is specific to fair value
measurements. SAS No. 101 provides overall guidance on
auditing fair value measurements and disclosures. It does not,
however, provide guidance on auditing specific assets, liabilities,
components of equity, transactions, or industry-specific practices.
That guidance will be developed in the future or is available in:
• Other standards, such as SAS No. 92, Auditing Derivative
Instruments, Hedging Activities, and Investments in Securities
• Nonauthoritative publications, such as the recently
released auditor’s toolkit entitled Auditing Fair Value
Measurements and Disclosures: Allocations of the Purchase
Price Under FASB Statement of Financial Accounting
Standards No. 141, Business Combinations, and Tests of
Impairment Under FASB Statements No. 142, Goodwill
and Other Intangible Assets, and No. 144, Accounting for
the Impairment or Disposal of Long-Lived Assets
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Under SAS No. 101, the auditor’s substantive tests of fair value
measurements involve (1) testing management’s significant
assumptions, the valuation model, and the underlying data, (2)
developing independent fair value estimates for corroborative
purposes, or (3) examining subsequent events and transactions
that confirm or disconfirm the estimate.
When testing management’s significant assumptions, the valuation
model, and the underlying data, the auditor evaluates whether:
1. Management’s assumptions are reasonable and reflect, or
are not inconsistent with, market information.
2. The fair value measurement was determined using an
appropriate model, if applicable.
3. Management used relevant information that was reasonably available at the time.
Auditors should note that this evaluation is required even if the
fair value estimate is made by a valuation specialist.
Another aspect of SAS No. 101 is how the imperative should is
used. The SAS is based on an international standard on auditing
of the same name. As part of the ASB’s effort toward convergence
of auditing standards (U.S. with international), the ASB decided
to adopt the style used in the international standard. That
style uses the word should only for the primary requirements in
the standard.
New Accounting Pronouncements and Other Guidance

Presented below is a list of accounting pronouncements
and other guidance issued since the publication of last
year’s Alert. The AICPA general Audit Risk Alert—2003/04
(product no. 022334kk) contains a summary explanation of all
these issuances.
Help Desk—For information on accounting standards issued
subsequent to the writing of this Alert, please refer to the
AICPA Web site at www.aicpa.org, and the FASB Web site at
www.fasb.org. You may also look for announcements of newly
issued standards in the CPA Letter and Journal of Accountancy.
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Accounting for Stock-Based Compensation—
Transition and Disclosure—an amendment of
FASB Statement No. 123
Amendment of Statement 133 on Derivative
Instruments and Hedging Activities
Accounting for Certain Financial Instruments with
Characteristics of both Liabilities and Equity
Guarantor’s Accounting and Disclosure Requirements
for Guarantees, Including Indirect Guarantees of
Indebtedness of Others
Consolidation of Variable Interest Entities
Accounting and Reporting by Insurance Enterprises
for Certain Nontraditional Long-Duration Contracts
and for Separate Accounts

The following summaries are for informational purposes only
and should not be relied upon as a substitute for a complete reading of the applicable standard. For information on accounting
standards issued subsequent to the writing of this Alert, please
refer to the AICPA Web site at www.aicpa.org, and the FASB
Web site at www.fasb.org.
FASB Interpretation No. 45, Guarantor’s Accounting and Disclosure
Requirements for Guarantees, Including Indirect Guarantees of
Indebtedness of Others

This Interpretation expands on the accounting guidance of
FASB Statements No. 5, 57, and 107 and incorporates without
change the provisions of FASB Interpretation No. 34, which is
being superseded.
The Interpretation elaborates on the existing disclosure requirements for most guarantees, including loan guarantees such as
standby letters of credit. It also clarifies that at the time a
company issues a guarantee, the company must recognize an
initial liability for the fair value, or market value, of the
obligations it assumes under that guarantee and must disclose
that information in its interim and annual financial statements.
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This guidance does not apply to certain guarantee contracts, such
as those issued by insurance companies or for a lessee’s residual
value guarantee embedded in a capital lease. The provisions
related to recognizing a liability at inception of the guarantee for
the fair value of the guarantor’s obligations would not apply to
product warranties or to guarantees accounted for as derivatives.
The initial recognition and initial measurement provisions apply
on a prospective basis to guarantees issued or modified after
December 31, 2002, regardless of the guarantor’s fiscal year-end.
The disclosure requirements in the Interpretation are effective for
financial statements of interim or annual periods ending after
December 15, 2002.
FASB Interpretation No. 46, Consolidation of Variable
Interest Entities

This Interpretation of ARB No. 51, Consolidated Financial
Statements, addresses consolidation by business enterprises of
variable interest entities.1
Variable interest entities are those entities which have one or both
of the following characteristics:
• The equity investment at risk is not sufficient to permit
the entity to finance its activities without additional subordinated financial support from other parties, which is
provided through other interests that will absorb some or
all of the expected losses of the entity.
• The equity investors lack one or more of the following
essential characteristics of a controlling financial interest:
— The direct or indirect ability to make decisions about
the entity’s activities through voting rights or similar
rights.
1. In previous exposure drafts, these entities have been referred to as special-purpose
entities (SPEs). Because some entities that have been commonly referred to as SPEs
may not be subject to this Interpretation and other entities that have not been
commonly referred to as SPEs may be subject to this Interpretation, the FASB decided
to use the term variable interest entity.
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— The obligation to absorb the expected losses of the
entity if they occur, which makes it possible for the
entity to finance its activities.
— The right to receive the expected residual returns of the
entity if they occur, which is the compensation for the
risk of absorbing the expected losses.
The following are exceptions to the scope of this Interpretation:
• Not-for-profit organizations are not subject to this
Interpretation unless they are used by business enterprises
in an attempt to circumvent the provisions of this
Interpretation.
• Employee benefit plans subject to specific accounting
requirements in existing FASB Statements are not subject
to this Interpretation.
• Registered investment companies are not required to
consolidate a variable interest entity unless the variable
interest entity is a registered investment company.
Transferors to qualifying special-purpose entities and “grandfathered” qualifying special-purpose entities subject to the reporting requirements of FASB Statement No. 140, Accounting for
Transfers and Servicing of Financial Assets and Extinguishments of
Liabilities, do not consolidate those entities.
No other enterprise consolidates a qualifying special-purpose
entity or a “grandfathered” qualifying special-purpose entity
unless the enterprise has the unilateral ability to cause the entity
to liquidate or to change the entity in such a way that it no longer
meets the requirements to be a qualifying special-purpose entity
or “grandfathered” qualifying special-purpose entity.
This Interpretation clarifies the application of Accounting Research Bulletin (ARB) No. 51, Consolidated Financial Statements,
to certain entities in which equity investors do not have the
characteristics of a controlling financial interest or do not have
sufficient equity at risk for the entity to finance its activities without additional subordinated financial support from other parties.
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Paragraph 1 of ARB 51 states that consolidated financial statements are “usually necessary for a fair presentation when one of
the companies in the group directly or indirectly has a controlling
financial interest in the other companies.” Paragraph 2 states that
“the usual condition for a controlling financial interest is ownership of a majority voting interest....” However, application of the
majority voting interest requirement in ARB 51 to certain types
of entities may not identify the party with a controlling financial
interest because the controlling financial interest may be achieved
through arrangements that do not involve voting interests.
Certain terms are defined for use in this Interpretation as follows:
• Variable interest entity refers to an entity subject to consolidation according to the provisions of this Interpretation.
• Expected losses and expected residual returns refer to amounts
derived from expected cash flows as described in FASB
Concepts Statement No. 7, Using Cash Flow Information
and Present Value in Accounting Measurements. However,
expected losses and expected residual returns refer to
amounts discounted and otherwise adjusted for market
factors and assumptions rather than to undiscounted cash
flow estimates. Paragraph 8 of FASB Interpretation No. 46
specifies which amounts are to be considered in determining expected losses and expected residual returns of a
variable interest entity. Expected variability is the sum of
the absolute values of the expected residual return and the
expected loss.
• Variable interests in a variable interest entity are contractual, ownership, or other pecuniary interests in an entity
that change with changes in the entity’s net asset value. Equity interests with or without voting rights are considered
variable interests if the entity is a variable interest entity.
Paragraph 12 of FASB Interpretation No. 46 explains how
to determine whether a variable interest in specified assets
of an entity is a variable interest in the entity.
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• Primary beneficiary refers to an enterprise that consolidates
a variable interest entity under the provisions of this
Interpretation.
• Subordinated financial support refers to variable interests
that will absorb some or all of an entity’s expected losses if
they occur.
An entity subject to this Interpretation is called a variable interest
entity. The investments or other interests that will absorb
portions of a variable interest entity’s expected losses if they occur
or receive portions of the entity’s expected residual returns if they
occur are called variable interests. The initial determination of
whether an entity is a variable interest entity is made on the date
at which an enterprise becomes involved with the entity. That determination is based on the circumstances on that date including
future changes that are required in existing governing documents
and existing contractual arrangements. An enterprise is not
required to determine whether an entity with which it is involved
is a variable interest entity if it is apparent that the enterprise’s
interest would not be a significant variable interest and if the
enterprise, its related parties, and its de facto agents were not
involved in forming the entity.
A variable interest entity’s expected losses and expected residual
returns include:
• The expected variability in the entity’s net income or loss
• The expected variability in the fair value of the entity’s
assets if it is not included in net income or loss
• Fees to the decision maker (if there is a decision maker)
• Fees to providers of guarantees of the values of all or
substantially all of the entity’s assets (including writers of
put options and other instruments with similar results)
and providers of guarantees that all or substantially all of
the entity’s liabilities will be paid
An equity investment of less than 10 percent of the entity’s total
assets is not considered sufficient to permit the entity to finance
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its activities without subordinated financial support in
addition to the equity investment unless the equity investment
can be demonstrated to be sufficient in at least one of the
following three ways:
• The entity has demonstrated that it can finance its activities
without additional subordinated financial support.
• The entity has at least as much equity invested as other
entities that hold only similar assets of similar quality in
similar amounts and operate with no additional subordinated financial support.
• The amount of equity invested in the entity exceeds the
estimate of the entity’s expected losses based on reasonable
quantitative evidence.
Some entities may require an equity investment greater than 10
percent of their assets to finance their activities, especially if they
engage in high-risk activities, hold high-risk assets, or have exposure to risks that are not reflected in the reported amounts of the
entities’ assets or liabilities. The presumption above does not
relieve an enterprise of its responsibility to determine whether a
particular entity with which the enterprise is involved needs an
equity investment greater than 10 percent of its assets in order to
finance its activities without subordinated financial support in
addition to the equity investment.
An enterprise should consolidate a variable interest entity if that
enterprise has a variable interest (or combination of variable
interests) that will absorb a majority of the entity’s expected losses
if they occur, receive a majority of the entity’s expected residual
returns if they occur, or both. An enterprise should consider the
rights and obligations conveyed by its variable interests and the
relationship of its variable interests with variable interests held by
other parties to determine whether its variable interests will
absorb a majority of a variable interest entity’s expected losses,
receive a majority of the entity’s expected residual returns, or
both. A direct or indirect ability to make decisions that significantly affect the results of the activities of a variable interest entity
41

ARA Real Estate.qxd

12/5/2003

10:02 AM

Page 42

(Black plate)

is a strong indication that an enterprise has one or both of the
characteristics that would require consolidation of the variable
interest entity. If one enterprise will absorb a majority of a
variable interest entity’s expected losses and another enterprise
will receive a majority of that entity’s expected residual returns,
the enterprise absorbing a majority of the losses should consolidate the variable interest entity.
The enterprise that consolidates a variable interest entity is called
the primary beneficiary of that entity. An enterprise should determine whether it is the primary beneficiary of a variable interest
entity at the time the enterprise becomes involved with the entity.
An enterprise with an interest in a variable interest entity should
reconsider whether it is the primary beneficiary of the entity if
the entity’s governing documents or the contractual arrangements
among the parties involved change. The primary beneficiary also
should reconsider its initial decision to consolidate a variable interest entity if the primary beneficiary sells or otherwise disposes
of all or part of its variable interest to unrelated parties. A holder
of a variable interest that is not the primary beneficiary also
should reconsider whether it is the primary beneficiary of a variable interest entity if the enterprise acquires newly issued interests
in the entity or a portion of the primary beneficiary’s interest in
the entity.
In addition to disclosures required by other standards, the
primary beneficiary of a variable interest entity should disclose
the following (unless the primary beneficiary also holds a majority
voting interest):
• The nature, purpose, size, and activities of the variable
interest entity
• The carrying amount and classification of consolidated
assets that are collateral for the variable interest entity’s
obligations
• Lack of recourse if creditors (or beneficial interest holders)
of a consolidated variable interest entity have no recourse
to the general credit of the primary beneficiary
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An enterprise that holds a significant variable interest in a variable
interest entity but is not the primary beneficiary should disclose:
• The nature of its involvement with the variable interest
entity and when that involvement began
• The nature, purpose, size, and activities of the variable
interest entity
• The enterprise’s maximum exposure to loss as a result of its
involvement with the variable interest entity
Disclosures required by FASB Statement No. 140 about a variable interest entity should be included in the same note to the
financial statements as the information required by this Interpretation. Information about variable interest entities may be
reported in the aggregate for similar entities if separate reporting
would not add material information.
If it is reasonably possible that an enterprise will consolidate or
disclose information about a variable interest entity when this Interpretation becomes effective, the enterprise should disclose the
following information in all financial statements initially issued
after January 31, 2003, regardless of the date on which the variable interest entity was created:
• The nature, purpose, size, and activities of the variable interest entity.
• The enterprise’s maximum exposure to loss as a result of its
involvement with the variable interest entity.
All enterprises with variable interests in variable interest entities
created after January 31, 2003, should apply the provisions of
this Interpretation to those entities immediately. A public entity
with a variable interest in a variable interest entity created before
February 1, 2003, should apply the provisions of this Interpretation (other than the transition disclosure provisions in paragraph
26) to that entity no later than the beginning of the first interim
or annual reporting period beginning after June 15, 2003.
A nonpublic entity with a variable interest in a variable interest
entity created before February 1, 2003, should apply the
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provisions of this Interpretation (other than the transition
disclosure provisions in paragraph 26) to that entity no later than
the end of the first annual reporting period beginning after
June 15, 2003.
If initial application of the requirements of this Interpretation results in initial consolidation of an entity created before February
1, 2003, the consolidating enterprise should initially measure the
assets, liabilities, and noncontrolling interests of the variable
interest entity at their carrying amounts at the date the requirements of the Interpretation first apply. In this context, carrying
amounts refers to the amounts at which the assets, liabilities, and
noncontrolling interests would have been carried in the consolidated financial statements if the Interpretation had been effective
when the enterprise first met the conditions to be the primary
beneficiary. If determining the carrying amount is not
practicable, the assets, liabilities, and noncontrolling interests of
the variable interest entity should be measured at fair value at the
date the Interpretation first applies. Any difference between the
net amount added to the balance sheet of the consolidating
enterprise and the amount of any previously recognized interest
in the newly consolidated entity should be recognized as the
cumulative effect of an accounting change.
This Interpretation may be applied by restating previously issued
financial statements for one or more years with a cumulativeeffect adjustment as of the beginning of the first year restated.
Restatement is encouraged but not required.

On the Horizon
Auditors should keep abreast of auditing and accounting
developments and upcoming guidance that may affect their
engagements. Presented below is brief information about some
ongoing projects that may be relevant to your engagements.
Remember that exposure drafts are nonauthoritative and cannot
be used as a basis for changing GAAP or GAAS.
The following table lists the various standard-setting bodies’ Web
sites where information may be obtained on outstanding
44

ARA Real Estate.qxd

12/5/2003

10:02 AM

Page 45

(Black plate)

exposure drafts, including downloading a copy of the exposure
draft. These Web sites contain much more in-depth information
about proposed standards and other projects in the pipeline.
Standard-Setting Body

Web Site

AICPA Auditing
Standards Board
(ASB) (Note that
for audits of public
companies, the
Public Company
Accounting Oversight
Board sets auditing
standards.)
AICPA Accounting
Standards Executive
Committee (AcSEC)
Financial Accounting
Standards Board (FASB)
Professional Ethics
Executive Committee
(PEEC)

www.aicpa.org/members/div/auditstd/drafts.htm

www.aicpa.org/members/div/acctstd/edo/index.htm

www.fasb.org/draft
www.aicpa.org/members/div/ethics/index.htm

Help Desk—The AICPA’s standard-setting committees are
now publishing exposure drafts of proposed professional
standards exclusively on the AICPA Web site. The AICPA will
notify interested parties by e-mail about new exposure drafts.
To be added to the notification list for all AICPA exposure
drafts, send your e-mail address to memsat@aicpa.org.
Indicate “exposure draft email list” in the subject header field
to help process your submission more efficiently. Include your
full name, mailing address and, if known, your membership
and subscriber number in the message.
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Auditing Pipeline
Note that this discussion of auditing standards does not apply to audits
of public companies

Substantial Changes to Audit Process Proposed
In December 2002, the AICPA’s Auditing Standards Board
(ASB) issued an exposure draft proposing seven new SASs relating to the auditor’s risk assessment process. The ASB believes that
the requirements and guidance provided in the proposed SASs, if
adopted, would result in a substantial change in audit practice
and in more effective audits. The primary objective of the
proposed SASs is to enhance auditors’ application of the audit
risk model in practice by requiring:
• More in-depth understanding of the entity and its
environment, including its internal control, to identify the
risks of material misstatement in the financial statements
and what the entity is doing to mitigate them.
• More rigorous assessment of the risks of material misstatement of the financial statements based on that understanding.
• Improved linkage between the assessed risks and the nature, timing, and extent of audit procedures performed in
response to those risks.
The exposure draft consists of the following proposed SASs:
• Amendment to Statement on Auditing Standards No. 95,
Generally Accepted Auditing Standards
• Audit Evidence
• Audit Risk and Materiality in Conducting an Audit
• Planning and Supervision
• Understanding the Entity and Its Environment and Assessing
the Risks of Material Misstatement
• Performing Audit Procedures in Response to Assessed Risks and
Evaluating the Audit Evidence Obtained
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• Amendment to Statement on Auditing Standards No. 39,
Audit Sampling
The proposed SASs establish standards and provide guidance
concerning the auditor’s assessment of the risks of material
misstatement in a financial statement audit, and the design and
performance of audit procedures whose nature, timing, and
extent are responsive to the assessed risks. Additionally, the proposed SASs establish standards and provide guidance on planning
and supervision, the nature of audit evidence, and evaluating
whether the audit evidence obtained affords a reasonable basis for
an opinion regarding the financial statements under audit.
The proposed SASs would be effective for audits of financial
statements for periods beginning on or after December 15, 2004,
to allow time for auditors to revise their methodologies and train
their personnel to plan the initial application of these standards
to their audits.
Accounting Pipeline

Exposure Draft on Loans and Certain Debt Securities
Acquired in a Transfer (formerly known as Purchased Loans
and Securities)
AcSEC is issuing an exposure draft of a proposed SOP titled
Accounting for Loans and Certain Debt Securities Acquired in a
Transfer.2 This proposed SOP considers whether Practice Bulletin
6, Amortization of Discounts on Certain Acquired Loans, continues
to be relevant given a number of FASB pronouncements issued
subsequent to Practice Bulletin 6. The proposed SOP excludes
originated loans from its scope. Readers should be alert to any
final pronouncement.

2. The Financial Accounting Standards Board cleared this proposed Statement of Position
for issuance by the AICPA Accounting Standards Executive Committee, pending
certain changes, at its October 10, 2003 board meeting.
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Accounting for Certain Costs and Activities Related to
Property, Plant, and Equipment
Proposed AICPA SOP Accounting for Certain Costs and Activities
Related to Property, Plant, and Equipment, and proposed FASB
Statement Accounting in Interim and Annual Financial Statements
for Certain Costs and Activities Related to Property, Plant, and
Equipment—an amendment of APB Opinions No. 20 and 28 and
FASB Statements No. 51 and 67 and a rescission of FASB Statement
No. 73 were issued simultaneously for public comment. Principally, the proposed FASB Statement would amend FASB Statement No. 67, Accounting for Costs and Initial Rental Operations of
Real Estate Projects, to exclude from its scope the accounting for
acquisition, development, and construction costs of real estate
developed and used by an entity for subsequent rental activities.
The accounting for those costs would be subject to the guidance
in the proposed SOP. It also would amend APB Opinion No. 28,
Interim Financial Reporting, to require that those costs that the
proposed SOP would require be expensed as incurred on an annual basis also be expensed as incurred in interim periods.
The proposed SOP addresses accounting and disclosure issues related to determining which costs related to property, plant, and
equipment should be capitalized as improvements and which
should be charged to expense. The proposed SOP also addresses
capitalization of indirect and overhead costs and component accounting for property, plant, and equipment. Final Statements
are expected to be issued in 2003.

Resource Central
Educational courses, Web sites, publications, and other resources
available to CPAs

On the Bookshelf

The following publications deliver valuable guidance and practical assistance as potent tools to be used on your engagements.
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• Audit and Accounting Guide Common Interest Realty
Associations (product no. 012573kk)
• Audit and Accounting Guide Construction Contractors
2003 (product no. 012583kk)
• Audit Guide Guide for the Use of Real Estate Appraisal
Information (product no. 013159kk)
• Audit Guide Auditing Derivative Instruments, Hedging
Activities, and Investments in Securities (product no.
012520kk)
• Audit Guide Auditing Revenue in Certain Industries
(product no. 012510kk)
• Audit Guide Audit Sampling (product no. 012530kk)
• Audit Guide Analytical Procedures (product no. 012551kk)
• Audit Guide Service Organizations: Applying SAS No. 70, as
Amended (product no. 012772kk)
• Practice Aid Auditing Estimates and Other Soft Accounting
Information (product no. 010010kk)
• Accounting Trends & Techniques—2003 (product no.
009895kk)
• Practice Aid Preparing and Reporting on Cash- and TaxBasis Financial Statements (product no. 006701kk)
• Practice Aid Fraud Detection in a GAAS Audit—SAS
No. 99 Implementation Guide (product no. 006613kk)
• General Audit Risk Alert—2003/04 (product no.
022334kk)
• Compilation and Review Alert 2003/04 (product no.
022304kk)
• Audit Risk Alert Construction Contractors 2003/04
(product no. 022314kk)
• Audit Risk Alert Common Interest Realty Associations
2003/04 (product no. 022464kk)
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Audit and Accounting Manual
The Audit and Accounting Manual (product no. 005133kk) is a
valuable nonauthoritative practice tool designed to provide assistance for audit, review, and compilation engagements. It contains
numerous practice aids, samples, and illustrations, including audit
programs; auditor’s reports, checklists, and engagement letters;
management representation letters; and confirmation letters.
AICPA reSOURCE Online: Accounting and
Auditing Literature
Get access—anytime, anywhere—to the AICPA’s latest Professional Standards, Technical Practice Aids, all Audit and Accounting
Guides, all Audit Risk Alerts, and Accounting Trends &
Techniques. To subscribe to this essential online service, go to
cpa2biz.com.
Educational Courses

The AICPA has developed a number of continuing professional
education (CPE) courses that are valuable to CPAs working in
public practice and industry. Those courses include:
• AICPA’s Annual Accounting and Auditing Workshop (Fall
2003 Edition) (product no. 737186kk (text) and
187086kk (VHS tape/manual)). Whether you are in
industry or public practice, this course keeps you current
and informed, and shows you how to apply the most
recent standards.
• Fraud and the Financial Statement Audit: Auditor Responsibilities Under New SAS (product no. 731810kk (text) and
181810kk (video)). The new fraud standard dramatically
changes how you plan and conduct an audit. Practitioners
will benefit from a risk assessment approach to detecting
fraud in a financial statement audit. You will learn the
conceptual framework necessary to understand the
characteristics of fraud.
• Auditing for Internal Fraud (product no. 730271kk). This
course provides an auditor with the tools to identify fraud
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schemes. It trains CPAs to focus their analytical and substantive tests on the fraud triangle when evaluating internal
controls. It also illustrates the latest in fraud prevention
and detection programs implemented by industry leaders.
• Identifying Fraudulent Financial Transactions (product no.
730244kk). Learn to identify the red flags of fraud in
financial information and to analyze a variety of fraud
schemes. You will develop a framework for detecting financial statement fraud and learn about fraud schemes in
revenue, inventory, liabilities, and assets.
• Independence (product no. 739155kk). This completely
revised interactive CD-ROM course teaches you and your
staff the AICPA and SEC independence rules in an inventive and creative way. The course covers newly adopted
AICPA and SEC rules, SECPS requirements related to
independence, and Independence Standards Board
(ISB) standards.
• SEC Reporting (product no. 736749kk). This course helps
the practicing CPA and corporate financial officer learn to
apply SEC reporting requirements, including those of the
Sarbanes-Oxley Act.
In addition to the general courses mentioned here, the self-study
course, Real Estate Accounting and Auditing, by Michael Ramos
(product no. 730601kk) might be relevant to practitioners with
real estate clients.
Online CPE
AICPA InfoBytes, offered exclusively through CPA2Biz, is
AICPA’s flagship online learning product. Selected as one of
Accounting Today’s top 100 products for 2003, AICPA InfoBytes
now offers a free trial subscription for up to 30 days. AICPA
members pay $149 ($369 nonmembers) for a new subscription
and $119 ($319 nonmembers) for the annual renewal. Divided
into one- to two-credit courses that are available 24/7, AICPA InfoBytes offers hundreds of hours of learning in a wide variety of
topics. To register or learn more, visit www.cpa2biz.com
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CPE CD-ROM
AICPA’s Standards Update and Implementation Guide (formerly
The Practitioner’s Update) (Fall 2003 edition—product no.
738460kk) CD-ROM helps you keep on top of the latest
standards. Issued twice a year, this cutting-edge course focuses
primarily on new pronouncements that will become effective
during the upcoming audit cycle.
Real Estate Annual Conference

The AICPA sponsors an annual Real Estate Conference in the
fall. For further information about the conference, contact the
Member Satisfaction Team at (888) 777-7077 or visit the
CPA2Biz Web site (cpa2biz.com) to view the latest conferences
calendar and to register.
Member Satisfaction Center

To order AICPA products, receive information about AICPA activities, and find help on your membership questions, call the
AICPA Member Satisfaction Center at (888) 777-7077.
Hotlines

Accounting and Auditing Technical Hotline
The AICPA Technical Hotline answers members’ inquiries about
accounting, auditing, attestation, compilation, and review services. Call (888) 777-7077.
Ethics Hotline
Members of the AICPA’s Professional Ethics Team answer inquiries concerning independence and other behavioral issues related to the application of the AICPA Code of Professional
Conduct. Call (888) 777-7077.
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Web Sites

AICPA Online and CPA2Biz
AICPA Online, at www.aicpa.org, offers CPAs the unique opportunity to stay abreast of matters relevant to the CPA profession.
AICPA Online informs you of developments in the accounting
and auditing world as well as developments in congressional and
political affairs affecting CPAs. In addition, www.cpa2biz.com
offers all the latest AICPA products, including the Audit Risk
Alerts, Audit and Accounting Guides, the professional standards,
and CPE courses.
Other Helpful Web Sites
Further information on matters addressed in this Audit Risk
Alert is available through various publications and services offered by a number of organizations. Some of those organizations
are listed in the table at the end of this Alert.
This Audit Risk Alert replaces Real Estate Industry
Developments—2002/03.
The Audit Risk Alert Real Estate Industry Developments is published annually. As you encounter audit or industry issues that
you believe warrant discussion in next year’s Audit Risk Alert,
please feel free to share them with us. Any other comments that
you have about the Audit Risk Alert would also be appreciated.
You may e-mail these comments to ldelahanty@aicpa.org or
write to:
Linda C. Delahanty
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
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APPENDIX

The Internet—An Auditor’s Research Tool
Here are some general Web sites that you may find useful to
your practice.
Name of Site

Content

Internet Address

American Institute
of CPAs

Summaries of recent
auditing and other
professional standards as
well as other AICPA activities

www.aicpa.org

Financial Accounting
Standards Board

Summaries of recent
accounting pronouncements
and other FASB activities
Summaries of recent
accounting pronouncements
and other GASB activities
The SEC Digest and
Statements, EDGAR
database, current SEC
rulemaking
Federal Accounting
Standards Board
A list of all federal
agencies on the Internet

www.fasb.org

Governmental
Accounting
Standards Board
Securities and
Exchange
Commission
FASAB
U.S. Federal
Government
Agencies Directory
The Electronic
Accountant
CPAnet
Guide to WWW for
Research and Auditing
Accountant’s
Home Page
U.S. Tax Code
Online

World Wide Web magazine
that features up-to-theminute news for accountants
Online community and
resource center
Basic instructions on
how to use the Web as an
auditing research tool
Resources for accountants
and financial and business
professionals
A complete text of the U.S.
Tax Code

www.gasb.org

www.sec.gov

www.financenet.gov/
fasab.htm
www.lib.lsu.edu/gov/
fedgov.html
www.electronic
accountant.com
www.cpalinks.com/
www.tetranet.net/users/
gaostl/guide.htm
www.computercpa.com/

www.fourmilab.ch/
ustax/ustax.html
(continued)
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Content
Key interest rates
Portal through which all
government agencies can
be accessed
Source for analysis, data,
forecasts, and information
on the United States and
world economies
Information on standardssetting activities in the
international arena
Online information on
various companies and
industries
Search engine that uses
a user-friendly question
format and provides
simultaneous search
results from other search
engines as well (for
example, Excite, Yahoo,
and AltaVista)

Internet Address
www.ny.frb.org/pihome/
statistics/dlyrates
www.firstgov.gov

www.economy.com

www.ifac.org.

www.hoovers.com

www.askjeeves.com

In addition to the general information provided above, the Internet
covers a vast amount of information that may be valuable to
auditors of real estate entities, including the following:
• Market forecasts and analyses by city and property type
• Discussions of current industry trends
• Benchmarking studies and comparative financial and nonfinancial data, for example, capitalization rates, occupancy
statistics, and planned future development
• Articles and press releases relating to current industry items
of interest
• Links to other real estate Internet sites
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Some of the more relevant sites for those of you with real estate
clients could include those shown in the following table:
Organization

Internet Address

Building Owners and Managers Association
Commercial Investment Real Estate Network
Institute of Real Estate Management
National Association of Real Estate Investment Trusts
National Council of Real Estate Investment Fiduciaries
Real Estate Investment Advisory Council
American Resort Development Association
Society of Industrial and Office Realtors

www.boma.org
www.ccim.com
www.irem.org
www.nareit.org
www.ncreif.org
www.reiac.org
www.arda.org
www.sior.com

The real estate practices of some of the larger CPA firms may also
contain industry-specific auditing and accounting information
that is helpful to practitioners.
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